The pecking order theory of capital structure, which predicts that firms prefer internal to external finance, is one of the most influential theories of corporate leverage. This paper examines if the financial structure of China's listed companies follows pecking order from debt to equity. Using the entire cross-section sample of China's listed companies in 2004, we find no evidence that China's listed companies follow the pecking order when they need funds to finance the investment projects.
Introduction
How should firms finance their investment projects? Two competing theories offer the optimal capital structure for this financing decision: traditional (static) trade-off theory and pecking order theory. The former suggests that a value maximizing firm will pursue an optimal debt-to-value ratio by a tradeoff of the tax benefits of debt and the cost of financial distress. Marsh (1982) and Taggart (1977) provided evidence that firms adjust toward a target debt-to-value ratio. However, Myers (1984) argued that the poor fitness of econometric model and dramatically different actual debt ratios across similar firms make it plausible for the static tradeoff theory. Myers and Majlus (1984) proposed the second framework, the pecking order theory based on asymmetric information-managers have more inside information than the investors and act in favor of old shareholders. Their theory suggests that there is no optimal ratio and firms prefer debt to equity if external financing is required. Shyam-Sunder and Myers (1999) further developed an empirical model that financial deficit should have a dollar-for-dollar impact on firm leverage if pecking order is followed. That is, one dollar increase in financial deficit leads to one dollar increase in a firm's leverage. Using 157 firms that started at year 1981 and survived through [1981] [1982] [1983] [1984] [1985] [1986] [1987] [1988] [1989] from Compustat data, they found strong evidence to support the pecking order predictions. 1 The purpose of this paper is to examine if Chinese listed companies follow the above pecking order theory in their financing decision. Using a unique sample of 407 listed Chinese companies at Shanghai Stock Exchange Center in year 2004, we find no evidence that the Chinese companies follow the pecking order theory. we further examine the pecking order theory in the narrow sets of firms. First, we focus on firms with the moderate debt ratio since Myers (1984) suggested that the modified pecking order theory is more suitable for 3 companies with moderate debt ratio. The results indicate that the moderate debt ratio companies do not follow the pecking order either. Second, we break our sample by firm size (big, medium, and small) since small firms are expected to follow pecking order theory due to large information asymmetry. Contrary to the theory, our evidences show that only the big companies follow the pecking order. If the pecking order theory is correct, then the fact that the small and medium firms do not follow pecking order reflects the inefficient capital market in China. It is not surprising since Chinese economy is in a unique stage of both developing and transition economy. However, the big companies in China seem to have looser financing environment.
The above results are consistent with those in Frank and Goyal (2003) . Using a broad cross-section of publicly traded American firms over the period 1971-1998, Frank and Goyal (2003) showed that the financial deficit is an important factor of the corporate leverage, but there is no evidence to support the pecking order. Similarly, they did find that the financing behavior of the largest quartile firms in earlier years follow the pecking order when narrower samples of firms were considered. However, this support for the pecking order theory declines over time. They argued that Shyam-Sunder and Myers (1999) had a surviving bias led their small sample toward larger firms and thus did affect their conclusion.
However, Chen and Zhao (2004) argued that Frank and Goyal's results were driven by their large debt reduction firms. After studying the financial decisions of firms with different bankruptcy risks, they found a clear preference of debt over equity. They further found that the pecking order from debt to equity strengthens from low to medium bankruptcy risk firms. 
Background of Chinese Capital Market
China has a large capital supply after economic reform and development with more than twenty years. Figure 1 shows the national saving amount increased from 9,241. In sum, the financing channels in China consist of the weak banking system, the 7 undeveloped corporate bond market and rapidly developed stock market in China. Our paper is trying to explore the financing structure of Chinese listed companies under current capital market.
Data and Methodology
The Our empirical model is similar to Shyam-Sunder and Myers (1999) that is derived from the pecking order theory in Myers (1984) and Myers and Majluf (1984) . Assuming that firms can finance their projects by retained earnings, debt and equity, the pecking order theory predicts that firms will fund their projects using retained earnings first, then use debt if retained earnings are inadequate, and turn to the equity financing if they have to -no more debt available and costs of financial distress are high. According to the theory, the pecking order hypothesis is to test: than other two kinds of firms. In addition, large firms pay more dividends (DIV) and have much more cash flows than small and medium companies (C). In particular, the capital expenditure (X) for large firms is much higher than the others. According to the definition of X, it implies that to some extent the large firms have more expenditure in long term investment projects or more investment in fixed assets. On the contrary, the negative X value for small firms means that many of them are in contraction.
The regression analyses of model (1) In other words, the firm will tend to use debt to meet financing deficit, and equity issue or repurchase is treated as "last resort". On the contrary, if  is close to 0, it implies that Chinese listed companies prefer equity rather than debt.
Regression Results
First, we conduct Ordinary Least Squares (OLS) regression on our 407 cross-sectional observations using the pecking order model (1). We then discuss our model by repeating leverage model used by Huang and Song (2006) and Tong and Green (2005) . Doing this, we make our conclusion that Chinese listed companies do not follow pecking order theory.
Pecking Order Model Regression
We first conduct regression of model (1) to the entire sample. Then, we break the sample by debt ratios since Myers' (1984) modified pecking order theory suggests that the firms with moderate leverage will follow the pecking order the best. Finally, we break the whole sample by company size. As Frank and Goyal (2003) suggested, the small firms confronting with relatively worse adverse selection problems should more likely match the pecking order predictions.
We find no evidence that Chinese companies follow pecking order from our regression to 10 the entire sample. As we can see at column (1) in Table 2 12 In order to increase the expected value of nonfloatable shares, the firm controllers tend to issue maximum amount of equity.
Second, our results show that firms with moderate debt ratio do not follow pecking order either. Following Frank and Goyal (2003) , the moderate debt ratio group excludes the companies with either the top two deciles or the bottom two deciles debt ratios. As we can see from the column (2) in Table 2 , the results for the moderate leverage companies are similar to those with the entire sample. Therefore, there is no any evidence to support pecking order among Chinese listed companies, even for the firms with the moderate debt ratio.
Finally, we do find that the large Chinese companies follow pecking order. Table 3 provides the regression results for small, medium and big companies. Goyal (2003) that found only the big companies follow the pecking order but the entire sample (including the small ones) does not. This, however, contradicts the pecking order theory that the small firms will follow the best because small firms confront more serious asymmetric information than the big ones.
Why, in general, Chinese listed companies do not follow the pecking order, but the large companies do? This may be due to the inefficient capital structure for the special stage of Chinese developing and transition economy. First, as we show at section 2, the bond market is slowly developed due to strict qualifications for the firms to issue bonds. This leads to the results that only some excellent large firms can be approved to enter the corporate bond market, especially some large state-owned enterprises. The large state-owned companies which are protected by the government not only have advantages to access to the corporate bond market, but also could use government credit to obtain loans from commercial banks or other financial institutions. Second, the big four state-owned commercial banks still play the significant roles in banking sector as shown in section 2. However, they are not operated as efficient as they should be. The existing huge amount of bad loans and lower profitability make banks much more cautious than ever. The big companies with more fixed assets that could be used as collateral would be easier than small firms to acquire the debt from banks. 
Leverage Model Regression
The general leverage determinant model used to test the pecking order is given as follows:
LEV denotes the leverage, which is the ratio of total liability to total assets at the end of year. The SIZE in the model is measured by the natural logarithm of annual sales during the year following Huang and Song (2006) . The variable GROWTH is defined as the total assets book value at the end of the year divided by total assets at the beginning of the same year.
DIV is the cash payments for dividend, profit and interest at the end of year scaled by mean value of total equity. Profitability (ROA) in this study is measured by profits from operations divided by the mean value of total assets. The above variables are summarized in Table 4 .
The correlations of the above variables are presented at Table 5 . We see that the leverage is positively correlated with company size, growth rate, and dividend, and negatively correlated with profitability. Table 6 reports the regression results. We conduct the leverage model using our 394 data, since 13 companies do not provide the sales data for unconsolidated accounts. Tong and Green (2005) conclude that the results tend to favor the pecking order theory based on the sign of coefficient for each variable in the model. We get the identical sign of coefficient for each factor in the model as Tong and Green (2005)'s: The firms' leverage is positively associated with company size, growth rate and dividend, and is negatively related with profitability. However, this does not imply that an increase of flow of fund deficit has a proportional impact on new liability as pecking order indicated. In particular, we put the 13 following two comments to the impact of size and growth rate on the leverage in the following.
First comment goes to the firm size and asymmetric information. Tong and Green (2005) argue that the larger firms with complex organization face the higher costs of information asymmetries. In this way, they insist that the positive relationship conforms to the pecking order theory. However, from original pecking order model assumption, the asymmetric information is defined as how much the outsiders (investors) know the insider information (firms). Therefore, small firms have relatively more serious asymmetric information between firms and outside investors and thus should track pecking order more closely. 13 Therefore, whether the positive relationship should be interpreted as supporting evidence for pecking order theory or not is a question.
Second, the positive relationship between the asset growth rates and leverage may be not sufficient to prove the pecking order theory. Huang and Song (2006) point out that the firms with high growth rate in the past tend to have higher leverage, while firms with good investment opportunities in the future tend to have lower leverage. It may be helpful to look across the firms with different growth rates using original pecking order model.
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In summarize, leverage model does characterize that firm's leverage is determined by firm size, growth rate, dividend and profitability. However, we do not find that the debt ratio increases proportionally with the fund deficit. Therefore, we cannot make a conclusion that
Chinese listed companies follow pecking order.
Conclusions and Implications
We examine whether the Chinese listed companies' financing decisions are consistent with 14 the pecking order theory. Using a sample of 407 companies, we find no evidence that the capital structure of Chinese companies follows pecking order from retained earnings, debt to equity. Further, we find that the companies with the moderate debt ratios do not follow pecking order, which is against Myers (1984) that the companies with the moderate debt ratio will follow the pecking order the best. Finally, contrary to the implication of the pecking order theory that the small companies will follow the pecking order the best, our results indicate the opposite: big companies follow the pecking order while small and medium companies do not. . 15 The main reason may be due to the imperfect Chinese capital market described in section 2. Simply speaking, the high entrance requirements of China's corporate bond market make it impossible for the companies to finance by debt. The inefficiency of four state-owned commercial banks largely affects the companies' finance decision. In addition, current economic laws are not fully developed to protect the minority shareholders.
This makes the equity financing of the companies much more attractive in China. Therefore, it is necessary to have further reform of the banking system, development of corporate bond market and improvement of stock market to change the inefficient companies' financing structure. As Franklin Allen et al. (2003) suggested, it would be wise to develop an appropriate reform pattern based on China's existing financial system rather than simply copy other advanced countries'. Prob > F = 0.0000 Prob > F = 0.000 Standard errors in parentheses * significant at 10%; ** significant at 5%; *** significant at 1% Prob > F = 0.0000 Prob > F = 0.0000 Prob > F = 0.0000 Prob > F = 0.2665 Standard errors in parentheses * significant at 10%; ** significant at 5%; *** significant at 1% Hypothesis: α=0 and β=1 
